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Money > History & Theory 


Rate making 


Closely associated with underwriting is the rate-making function. If, for 
example, the underwriter decides that the most important factor in 
discriminating between different risk characteristics is age, the rates will be 


The rate is the price per unit of exposure. In fire insurance, for example, the 
rate may be expressed as $1 per $100 of exposed property; if an insured has 
$1,000 of exposed property, the premium will thus be $10. The rate reflects 
three major elements: the loss cost per unit of exposure, the administrative 
expenses, or “loading,” and the profit. In property insurance, approximately 
one-third of the premium covers expenses and profit, and two-thirds covers 
the expected cost of loss payments. These percentages vary somewhat 
according to the particular type of insurance. 


Rates are calculated in the following way. A policy, for instance, may be 
written covering a class of automobiles with an expected loss frequency of 10 


to average 35 percent of the premium, and there must be a profit of 5 percent. 
The pure loss cost per unit is 10 percent of $400, or $40. The gross premium 
is calculated by the formula L/[1 - (E + P)], in which L equals the loss cost per 
unit, E equals the expense ratio, and P equals the profit ratio. In this case the 
gross premium would be $40/[1 - (.35 + .05)], or $66.67. 


Four basic standards are used in rate making: (1) the structure of rates 
should allocate the burden of expenses and costs in a way that reflects as 
accurately as possible the differences in risk—in other words, rates should be 
fair; (2) a rate should produce a premium adequate to meet total losses but 
should not bring unreasonably large profits; (3) the rate should be revised 
often enough to reflect current costs; and (4) the rate structure should tend to 


encourage loss prevention among those who are insured. 
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insured is charged an excessive premium, part of which is then returned as a 
dividend according to actual losses and expenses. The requirement that the 
rate reflect fairly the risk involved is much more difficult to achieve. In 
workers’ compensation insurance, the rate is expressed as a percentage of the 


employer’s payroll for each occupational class. This may seem fair enough, 
but an employer with relatively high-paid workers has fewer employees for a 
given amount of payroll than one whose workers are paid a lower wage. If the 
two employers fall into the same occupational class and have the same total 
payroll, they are charged the same premium even though one may have a 
larger number of workers than the other and hence greater exposure to loss. 


Insurance rates are revised only slowly, and, since they are based upon past 
experience, they tend to remain out of date. In life insurance, for example, 
the mortality tables used are changed only every several years, and rate 


adjustments are reflected in dividends. In automobile insurance, rates are 


revised annually or even more often, but they still tend to be out of date. 


Two basic rate-making systems are in use: the manual, or class-rating, 
method and the individual, or merit-rating, method. Sometimes a 
combination of the two methods is used. 


A manual rate is one that applies uniformly to each exposure unit falling in 
some predetermined class or group, such as people of the same age, workers 
of one employer, drivers meeting certain characteristics, or all residences in a 


be indistinguishable so far as risk characteristics are concerned. 


Merit rating is used to give recognition to individual characteristics. In 
commercial buildings, for example, fire insurance rates depend on such 
individual characteristics as the type of occupancy, the number and type of 
safety features, and the quality of housecleaning. In an attempt to reflect the 
true quality of the risk, a percentage charge or credit may be applied to the 


base rate for each of these features. Another example is found in employer 
group health insurance plans where the premium or the rate may be adjusted 
annually depending on the loss experience or on the amount of claims service 


provided. 


In order to obtain broader and statistically sounder rates, insurers often pool 
loss and claims experience by setting up rating bureaus to calculate rates 
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based on industrywide experience. They may have an agreement that all 
member companies must use the rates thus developed. The rationale for such 
agreements is that they help insurers meet the criteria of adequacy and 
fairness. Rating bureaus are used extensively in fire, marine, workers’ 


compensation, automobile, and crime insurance. 


Underwriting cycle 


Profits in property and liability insurance have tended to rise and fall in fairly 


regular patterns lasting between five and seven years from peak to peak; this 
phenomenon is termed the underwriting cycle. Stages of the underwriting 
cycle may be described as follows: initially, when profits are relatively high, 
some insurers, wishing to expand sales, start to lower prices and become 
Rising losses and falling prices cause profits to suffer. In the second stage of 
the cycle, insurers attempt to restore profits by increasing rates and 
restricting underwriting, offering coverage only to the safest risks. These 
restrictions may be so severe that insurance in some lines becomes 
unavailable in the marketplace. Insurers are able to offset a portion of their 
underwriting loses through earnings on investments. Eventually the 
increased rates and reduced underwriting losses restore profits. At this point, 
the underwriting cycle repeats itself. 
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The general effect of the underwriting cycle on the public is to cause the price 
it more difficult to purchase insurance in some years than in others. The 
competition among insurers caused by the underwriting cycle tends to create 
cost bargains in some years. This is especially evident when interest rates are 
high, because greater underwriting losses will, in part, be offset by greater 
investment earnings. 


Reinsurance 


A significant insurance practice is that of reinsurance, whereby risk may be 
divided among several insurers, reducing the exposure to loss faced by each 
insurer. Reinsurance is effected through contracts called treaties, which 
specify how the premiums and losses will be shared by participating insurers. 


Two main types of treaties exist—pro rata and excess-of-loss treaties. In the 
former, all premiums and losses may be divided according to stated 
percentages. In the latter, the originating insurer accepts the risk of loss up to 
a stated amount, and above this amount the reinsurers divide any losses. 
Reinsurance is also frequently arranged on an individual basis, called 
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facultative reinsurance, under which an originating insurer contracts with 


another insurer to accept part or all of a specific risk. 


Reinsurance enlarges the ability of an originating insurer to accept risk, since 
unwanted portions of the risk can be passed on to others. Reinsurance 
stabilizes insurer profits, evens out loss ratios, reduces the capital needed to 


entire segment of their risk portfolio. 


Legal aspects of insurance 
Government regulation 


The insurance business is subject to extensive government regulation in all 
countries. In European countries insurance regulation is a mixture of central 
and local controls. In Germany central authority over insurance regulation is 
provided by the Federal Insurance Supervisory Authority (BAV), which 
exercises tight control of premiums, reserves, and investments of insurers. 
The BAV’s regulation of life insurance, for example, allows no more than 20 


In the United Kingdom, regulation generally allows the managing agency 
fairly complete liberty of action and is concerned only with final business 
results. In this the United Kingdom differs from most other European 
countries, in which the purpose of insurance supervision is to regulate more 


closely the conditions in which insurers operate. 


In the countries of the European Union an attempt is being made to obtain 


greater uniformity among national insurance statutes. This is intended to 


Many legal and regulatory barriers to expansion of insurance operations in 
various countries in the world still exist. Examples include strict licensing 
requirements, prohibiting of unadmitted insurance, mandatory hiring of local 
nationals, requirements that insurers make local investments or enter into 
joint ventures with local insurers, prohibition of free exchange of currencies 


or repatriation of profits, and onerous taxation. 


An important legal force influencing insurance regulation in such countries 
as France, Belgium, Egypt, Greece, Italy, Lebanon, Spain, Turkey, and the 
former French African colonies is the Napoleonic Code. The influence of the 
code may be seen, for example, in the matter of third-party liability, in which 
the burden of proof may be upon the defendant rather than upon the 
plaintiff. 


In some countries not all classes of insurance are regulated. In the 
Netherlands only life insurance is regulated, and in Belgium only life, 
industrial injury, and third party motor vehicle liability insurance. In some 


countries the scope of supervision may embrace many aspects of the 
insurance business, but in the United Kingdom and the Netherlands only 


financial matters are subject to regulation. 


In several European countries insurers may not write both life insurance and 
general insurance (property and liability insurance). Minimum capital 
requirements vary, depending on the type of business written, usually being 
highest for life insurance. 
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In most European countries policies are submitted to supervisory authorities 
for approval or for information. In some countries standard clauses or forms 
of contracts must be used; for instance, in Sweden insurers must use a 
standard compulsory motor vehicle third-party liability policy, and in 


Switzerland a standard contract for war risks and life insurance is required. 


Insurance is often compulsory. In general, laws frequently require individuals 
to carry third-party liability insurance and industrial injury insurance. Fire 


insurance is required on immovable property in Germany. A number of 
countries require aviation insurance (for accident and sickness) on airline 


passengers and crews. 


Although individuals generally have the freedom to select whichever insurer 
they wish, there are restrictions on buying insurance from foreign insurers. 
In some countries buyers must use domestic insurers for compulsory 
coverages but are free to take out insurance from foreign insurers when 
coverage is not available from domestic insurers. In other countries certain 
types of insurance may not be placed in foreign countries. About half the 
countries of the world prohibit “nonadmitted” insurance, defined as 


insurance written by an insurer not authorized to do business in that country. 


In the United States most regulation of insurance is in the hands of the 
individual states, although the federal government also has authority over 
insurers when it is deemed that state regulation fails to regulate effectively 
activities such as unfair trade practices, misleading advertising, boycotts, and 
monopolistic practices. States regulate four main aspects: rate making, 
minimum standards for financial solvency, investments, and marketing 


practices. 


In rate making, three basic requirements must be met: rates must be 
adequate to cover expected losses, must not be excessive, and must not be 
unfairly discriminatory among different classes of risk. In meeting minimum 
standards of financial solvency, state laws specify minimum capital 
requirements, accounting practices, minimum security deposits with state 
insurance commissioners, and procedures for liquidating insolvent insurers. 
In investments, states limit the types and quality of securities in which 
licensing of agents, policy forms and wording, service and process procedures 
for handling claim disputes, expense allowances for acquiring new business, 
and other agency and insurer operations, including being admitted to do 
business in the state. Many states maintain a special division to register and 
handle consumer complaints. 


Contract law 


legally valid: it must be for a legal purpose; the parties must have a legal 
capacity to contract; there must be evidence of a meeting of minds between 
the insurer and the insured; and there must be a payment or consideration. 


To meet the requirement of legal purpose, the insurance contract must be 
supported by an insurable interest (see further discussion below); it may not 
be issued in such a way as to encourage illegal ventures (as with marine 
insurance placed on a ship used to carry contraband). 
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The requirement of capacity to contract usually means that the individual 
obtaining insurance must be of a minimum age and must be legally 


competent; the contract will not hold if the insured is found to be insane or 


authority as defined in its charter, bylaws, or articles of incorporation. 


The requirement of meeting of minds is met when a valid offer is made by 
one party and accepted by another. The offer is generally made on a written 
application for insurance. In the field of property and liability insurance, the 


agent generally has the right to accept the insured’s offer for coverage and 
bind the contract immediately. In the field of life insurance, the agent 
generally does not have this power, and the contract is not valid until the 
home office of the insurer has examined the application and has returned it 
to the insured through the agent. 


The payment or consideration is generally made up of two parts—the 
premiums and the promise to adhere to all conditions stated in the contract. 
These may include, for example, a warranty that the insured will take certain 
loss-prevention measures in the care and preservation of the covered 


property. 


Warranties 


In applying for insurance, the applicant makes certain representations or 
warranties. If the applicant makes a false representation, the insurer has the 
option of voiding the contract. Concealment of vital information may be 
considered misrepresentation. In general, the misrepresentation or 
concealment must concern a material fact—defined as a fact that would, if it 
were known, cause the insurer to change the terms of the contract or be 
unwilling to issue it in the first place. If the agent of the insurer asks the 
applicant a question the answer to which is a matter of opinion and if the 
answer turns out to be wrong, the insurer must demonstrate bad faith or 
fraudulent intent in order to void the contract. If, for example, in answer to 
an agent’s question, the applicant reports no history of serious illness, in the 
mistaken belief that a past illness was minor, the court may find the 


statement to be an honest opinion and not a misrepresented fact. 
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A basic principle of property liability insurance contracts is the principle of 
subrogation, under which the insurer may be entitled to recovery from liable 
third parties. In fire insurance, for example, if a neighbour carelessly sets fire 
for the loss, the company may then bring a legal action in the name of the 
insured to recover the loss from the negligent neighbour. The principle of 
subrogation is complemented by another basic principle of insurance 
contract law, the principle of indemnity. Under the principle of indemnity a 
person may recover no more than the actual cash loss; one may not, for 


example, recover in full from two separate policies if the total amount 


Insurable interest 


Closely associated with the above legal principles is that of insurable interest. 
This requires that the insured be exposed to a personal loss if the peril 
insured against should occur. Otherwise it would be possible for a person to 
take out a fire insurance policy on the property of others and collect if the 
property burned. Any financial interest in property, or reasonable 
expectation of having a financial interest, is sufficient to establish insurable 
interest. A secured creditor such as a mortgagee has an insurable interest in 


the property on which money has been lent. 


In the field of personal insurance one is held to have an unlimited interest in 
one’s own life. A corporation may take life insurance on the life of a key 
executive. A wife may insure the life of her husband, and a father may insure 
the life of a minor child, because there is a sufficient pecuniary relationship 


between them to establish an insurable interest. 
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In life insurance the insurable interest must exist at the time of the contract. 
Continued insurable interest, however, need not be demonstrated. A divorced 
woman may continue life insurance on the life of her former husband and 
legitimately collect the proceeds upon his death even though she is no longer 
his wife. 


In the field of property insurance, on the other hand, the insurable interest 
must be demonstrated at the time of the loss. If an individual insures a home 
but later sells it, no recovery can be made if the house burns after the sale, 
because the insured has suffered no loss at the time of the fire. 


Liability law 


In most countries, an individual may be held legally liable to another for acts 
or omissions and be required to pay damages. Liability insurance may be 
purchased to cover these contingencies. 


and negligent acts. A negligent act involves failure to behave in a manner 
expected when the results of this failure cause a financial loss to others. An 
act may be classed as negligent even if it is unintentional. Negligence may be 
imputed from one person to another. For example, a master is liable not only 
for his own acts but also for the negligent acts of servants or others legally 
representing him. It is not uncommon for a municipality to require that 
businesses using city property assume what would otherwise have been the 
city’s negligence for the use of its property. Statutes may impute liability on 
individuals when no liability would exist otherwise; thus a parent may be 
legally liable for the acts of a minor child who is driving the family 


automobile. 
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In common-law countries such as the United States and the United Kingdom, 
three defenses may be used in a negligence action. These are assumed risk, 
contributory negligence, and the fellow servant doctrine. Under the assumed 
risk rule, the defendant may argue that the plaintiff has assumed the risk of 
loss in entering into a given venture and understands the risks. Employers 
formerly used the assumed risk doctrine in suits by injured employees, 
arguing that the employee understood and assumed the risks of employment 
in accepting the job. 


The contributory negligence defense is frequently used to defeat negligence 
actions. If it can be shown that one party was partly to blame, then that party 
may not collect from any negligence of the other party. Some courts have 
applied a substitute doctrine known as comparative negligence. Under this, 
each party is held responsible for a portion of the loss corresponding to the 
degree of blame attached to that party; a person who is judged to be 20 
percent to blame for an accident may be required to pay 20 percent of the 


injured person’s losses. 


The fellow servant defense has been used at times by employers; an employer 
would argue in some cases that the injury to an employee was caused not by 
the employer’s negligence but by the negligence of another employee. 


However, workers’ compensation statutes in some countries have nullified 


such common law defenses in industrial injury cases. 


In many countries, the courts have tended to apply increasingly strict 

strict liability, under which the plaintiff may recover for almost any 
accidental injury, even if it can be shown that the defendant has used “due 
care” and thus is not negligent in the traditional sense. In the United States, 
manufacturers of polio vaccine that was found to have caused polio were 
required to pay large damage claims although it was demonstrated that they 
had taken all normal precautions and safeguards in the manufacture of the 


vaccine. 


Historical development of insurance 


contracts were known to merchants of Babylon as early as 4000-3000 BCE. 
Bottomry was also practiced by the Hindus in 600 BCE and was well 
understood in ancient Greece as early as the 4th century BCE. Under a 
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bottomry contract, loans were granted to merchants with the provision that if 
the shipment was lost at sea the loan did not have to be repaid. The interest 
on the loan covered the insurance risk. Ancient Roman law recognized the 
bottomry contract in which an article of agreement was drawn up and funds 
were deposited with a money changer. Marine insurance became highly 


developed in the 15th century. 


In Rome there were also burial societies that paid funeral costs of their 
members out of monthly dues. 


The insurance contract also developed early. It was known in ancient Greece 


and among other maritime nations in commercial contact with Greece. 


England 


London in 1666. A number of insurance companies were started in England 
after 1711, during the so-called bubble era. Many of them were fraudulent, 
get-rich-quick schemes concerned mainly with selling their securities to the 
public. Nevertheless, two important and successful English insurance 
Corporation and the Royal Exchange Assurance Corporation. Their operation 
marked the beginning of modern property and liability insurance. 


No discussion of the early 
development of insurance in Europe 
would be complete without reference 
to Lloyd’s of London, the 


international insurance market. It 


began in the 17th century as a 


merchants, bankers, and insurance 


underwriting floor at Lloyd's 
insurance company 


underwriters, gradually becoming 
recognized as the most likely place to The underwriting floor at Lloyd's 
find underwriters for marine insurance company, One Lime Strc..(more) 
insurance. Edward Lloyd supplied 

his customers with shipping 

information gathered from the docks and other sources; this eventually grew 
into the publication Lloyd’s List, still in existence. Lloyd’s was reorganized in 


1769 as a formal group of underwriters accepting marine risks. (The word 
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write his name under the total amount of risk that he was willing to accept at 
a specified premium.) With the growth of British sea power, Lloyd’s became 
the dominant insurer of marine risks, to which were later added fire and 
other property risks. Today Lloyd’s is a major reinsurer as well as primary 
insurer, but it does not itself transact insurance business; this is done by the 
member underwriters, who accept insurance on their own account and bear 


the full risk in competition with each other. 


United States 


The first American insurance 
company was organized by Benjamin 
Franklin in 1752 as the Philadelphia 
Contributionship. The first life 
insurance company in the American 
colonies was the Presbyterian 
Ministers’ Fund, organized in 1759. 


By 1820 there were 17 stock life 


Great Chicago Fire 


insurance companies in the state of 
NewYork aloñé: Many 0 fthe early reas in Flames, lithograph by Currier 
property insurance companies failed 

from speculative investments, poor 

management, and inadequate distribution systems. Others failed after the 


Great Chicago Fire in 1871 and the San Francisco earthquake and fire of 


1906. There was little effective regulation, and rate making was difficult in 
the absence of cooperative development of sound statistics. Many problems 
also beset the life insurance business. In the era following the U.S. Civil War, 
bad practices developed: dividends were declared that had not been earned, 
reserves were inadequate, advertising claims were exaggerated, and office 
buildings were erected that sometimes cost more than the total assets of the 
companies. Thirty-three life insurance companies failed between 1870 and 
1872, and another 48 between 1873 and 1877. 


After 1910 life insurance enjoyed a steady growth in the United States. The 
annual growth rate of insurance in force over the period 1910—90 was 
approximately 8.4 percent—amounting to a 626-fold increase for the 80-year 
period. Property-liability insurance had a somewhat smaller increase. By 
1989 some 3,800 property-liability and 2,270 life insurance companies were 
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in business, employing nearly two million workers. In 1987 U.S. insurers 
wrote about 37 percent of all premiums collected worldwide. 


Insurance in Russia was nationalized after the Russian Revolution of 1917. 


Domestic insurance in the Soviet Union was offered by a single agency, 
Gosstrakh, and insurance on foreign risks by a companion company, 
Ingosstrakh. Ingosstrakh continues to insure foreign-owned property in 
Russia and Russian-owned property abroad. It accepts reinsurance from 
foreign insurers. However, following the movement toward a free market 
economy (perestroika) after 1985 and the breakup of the Soviet Union in 


1991, some 230 new private insurers were established. 


Gosstrakh offers both property and personal insurance. The former coverage 
is mandatory for government-owned property and for certain property of 
owned property. Personal coverages such as life and accident insurance and 


annuities also are sold. 


Before 1991, insurance against tort liability was not permitted, on the ground 
that such coverage would allow negligent persons to escape from the financial 
consequences of their behaviour. However, with the advent of a free market 
system, it seems likely that liability insurance will become available in Russia. 


Eastern Europe 


After the breakup of the Soviet Union, countries in eastern Europe developed 
insurance systems of considerable variety, ranging from highly centralized 
and state-controlled systems to Western-style ones. Because of recent 
political and economic upheavals in these countries, it seems likely that the 
trend will be toward decentralized, Western-style systems. 


A few generalizations about insurance in eastern European countries may be 
made. Although state insurance monopolies are common, they are losing 
some business to private insurers. Insurance of state-owned property, which 
was considered unnecessary in socialist states, has been established in 


several countries. 


Japan 
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Insurance in Japan is mainly in the hands of private enterprise, although 
government insurance agencies write crop, livestock, forest fire, fishery, 
well as social security. Private insurance companies are regulated under 
various statutes. Major classes of property insurance written include 


automobile and workers’ compensation (which are compulsory), fire, and 


marine. Rates are controlled by voluntary rating bureaus under government 
supervision, and Japanese law requires rates to be “reasonable and 
nondiscriminatory.” Policy forms generally resemble those of Western 
nations. Personal insurance lines are also well developed in Japan and 
include ordinary life, group life, and group pensions. Health insurance, 
however, is incorporated into Japanese social security. 


Japan’s rapid industrialization after World War II was accompanied by an 
impressive growth in the insurance business. Toward the end of the 20th 
century, Japan ranked number one in the world in life insurance in force. It 
accounted for about 25 percent of all insurance premiums collected in the 
world, ranking second behind the United States. The number of domestic 
insurers is relatively small; foreign insurers operate in Japan but account for 
less than 3 percent of total premiums collected. 


Worldwide operations 


Because of the great expansion in world trade and the extent to which 
business firms make investments outside their home countries, the market 
for insurance on a worldwide scale expanded rapidly in the 20th century. 
This development required a worldwide network of offices to provide 
brokerage services, underwriting assistance, claims service, and so forth. The 
majority of the world’s insurance businesses are concentrated in Europe and 
North America. These companies must service a large part of the insurance 
needs of the rest of the world. The legal and regulatory hurdles that must be 
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BBVA is the result of the 1999 merger Share price: $9.11 (mkt close, Dec. 29, 
P 2 2023) 
of Banco Bilbao Vizcaya (BBV) and 


2 . Market cap: $53.81 bil. 
Banco Argentaria. BBV was formed in 


Sector: Finance 
1988 from the merger between Banco 


de Bilbao (founded 1857) and Banco de 
Vizcaya (1901). Banco Argentaria was 


Industry: Banks 
CEO: Carlos Torres Vila 
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after the amalgamation of Banco 
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BBVA has investments in Spanish industrial companies, especially energy 
companies. In addition to its operations in Spain, BBVA has a strong PLANOS NESPRESSO 
international presence—for example, in Latin America. In the early 21st PARA EMPRESAS 
century BBVA continued its global expansion, engaging in a series of 
acquisitions, particularly in the United States and Asia. It subsequently began 
integrating its retail banks under the BBVA brand to present a uniform image 


and customer experience. 
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Interest, the price paid for the use of 


credit or money. It may be expressed 


follows. For full treatment, see capital and interest. 


Interest may also be viewed as the income derived from the possession of 
contractual promises from others to pay sums in the future. The question 
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may be asked, “What is the value A 
today of a promise to pay $100 a 
year from now?” If the answer is 
$100, then no interest income is 


generated. Most people, however, 


would require an inducement to give 
up $100 today and for the next year. 


The difference between good 


If $5 were sufficient inducement— debt and bad debt 
that is, if they would buy such a Learn about good debt and bad debt. 
promise for $95—then interest See all videos for this article 


income of $5 has been generated at a 
rate of just over 5 percent. 


Britannica Money 
How interest rates work: A beginner's guide for borrowers and 
savers > 


Various theories have been developed to account for and justify interest. 
Among the better known are the time-preference theory of the Austrian, or 
Marginalist, school of economists, according to which interest is the 
inducement to engage in time-consuming but more productive activities, and 
the liquidity-preference theory developed by J.M. Keynes, according to which 


interest is the inducement to sacrifice a desired degree of liquidity for a 
nonliquid contractual obligation. It may be mentioned that in Marxist theory 


interest, like capital itself, is a portion of labour expropriated by the capitalist 


class by virtue of its political power. 
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Adverse selection is a term used in 


; 3 : Category: History & Society 
economics and insurance to describe a 


2 F Also called: antiselection 
market process in which buyers or 


; Related Topics: market econom 

sellers of a product or service are able P ı 

to use their private knowledge of the 
See all related content — 

risk factors involved in the transaction 

to maximize their outcomes, at the 

expense of the other parties to the 

transaction. Adverse selection is most likely to occur in transactions in which 


there is an asymmetry of information—that is, where one party has more or 
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better information than the other party. Asymmetry of information impacts 
both buyers and sellers: 


e Asymmetry of information tends to favor the buyer in markets such as the insurance 
industry, where the buyer knows much more about their personal needs and risks 
than the insurance provider. For example, a person might lower the deductible on 


their health insurance policy, knowing that they expect to file a major claim within 
the next few months. 


e The seller usually has better information than the buyer in markets such as used 
cars, stocks, and real estate, where they have more knowledge of the products. For 
example, a homeowner may know of a home's history of basement flooding, but 
not fully disclose the information to a potential buyer. 


Adverse selection in insurance 


The concept of adverse selection was first used predominantly in the 
insurance industry to describe the likelihood that people who elect to 
purchase insurance policies will file claims that will, over the life of the 
policy, exceed the total dollar value of the premiums they pay. 


Britannica Money 


Your guide to setting a monthly budget > 


Individuals who elect to purchase insurance may know they have higher risk 
factors than the population average and thus are more likely to file future 
claims. If insurers use the risk factors of the general population to set 
premiums, they could lose money if and when the number of individuals who 
file claims exceeds the population average. If insurers raise the cost of 
premiums to cover the increased claims, they also increase the likelihood that 
individuals who know they are less likely to file future claims will opt out of 
the plan, increasing the number of individuals remaining in the plan who will 
file claims. This unraveling, also known as a death spiral, is typical of 
adverse selection environments. 


Cherry-picking 


Insurers might try to cope with the challenges imposed by adverse selection 
by insuring only certain buyers, such as those with no history of disease or 
young people. If insurers have the ability to deny coverage to individuals who 
are deemed “high risk,” such as those with preexisting conditions, they will 
try to insure only those least likely to file future claims. Insurers do this to 
minimize the number of claims that individuals file, because an increase in 


claims drives up their costs. 


This practice, known as “cherry-picking” or “cream-skimming,” may result 
in insurers providing coverage to a group of individuals who are less likely to 
file claims than the population average, thereby increasing the insurers’ 
profits. In those instances, the costs incurred by the higher-risk individuals 
are generally borne by society. To combat that practice, the government may 
forbid insurers to act on information about their population even if they are 
able to discover it. For example, some governments require health insurance 
providers to insure all who apply, at the same cost, regardless of their 
individual risk factors. 
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the interest of society as a whole. Such agreements may incentivize cheating 


or other misbehavior in what’s known as moral hazard. 


Get a Britannica Premium subscription and gain access to exclusive content. 
Subscribe Now 


To learn more about different types of insurance, including life insurance, 


health insurance, home insurance, and even pet insurance, visit Britannica 


Money. 


Carmen M. Alston 
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Health maintenance organization 
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(HMO), organization, either public or 
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medical care to a group of voluntary Joaquin Foundation + prep...(Show more) 
subscribers, on the basis of a prepaid 
contract. HMOs bring together in a Sep an tester eaviett = 
single organization a broad range of 

health services and deliver those 


services for a fixed, prenegotiated fee. 


There are two main types of HMOs, the prepaid group practice model and the 
medical care foundation (MCF), also called individual practice association. 
The prepaid group practice type of health care plan was pioneered by the 
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Ross-Loos Medical Group in California, U.S., in 1929. In this model, 
physicians are organized into a group practice, and there is one insuring 
agency. The Kaiser Foundation Health Plan in California, the Health 
Insurance Plan of Greater New York, and the Group Health Cooperative of 
Puget Sound are generally regarded as innovators of this type of HMO. The 
a loose network of individual physicians, practicing individually and paid on 
a fee-for-service basis. The medical-care foundation reimburses the 
physicians from the prepaid fees of subscribers. Examples of this type of 
HMO are the San Joaquin Foundation in California and the Physician 
Association of Clackamas County in Oregon. 


The U.S. government, which began to promote the HMO concept in the 
1970s, viewed HMOs as a means of controlling health care costs (by 
discouraging physicians from performing unnecessary, costly procedures), 
meeting the public’s increased demand for health services, and providing 
health care where it had previously been inadequate. 


Advocates of prepaid medical plans feel that the HMO, by the nature of its 
contract, guarantees the availability of health care to those enrolled. They 


subscriber to seek treatment early, rather than postponing it out of financial 
considerations. Thus a potentially serious condition may be diagnosed and 
treated at an earlier stage and usually at lower overall cost. Opponents of 
HMOs question this reasoning, arguing that prepayment encourages 
unnecessary visits to doctors and could, by virtue of the expenses involved, 
render physicians unable to perform the most thorough testing procedures. 
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feats ot See all related content — 
Examples of legal activities in the 
underground economy include 
unreported income from self- 


employment or barter. Illegal activities include drug dealing, trade in stolen 


goods, smuggling, illegal gambling, and fraud. 


Unreported economic activity tends to occur when excessive taxes, 
regulations, price controls, or state monopolies interfere with market 
exchanges. Failure to recognize or enforce private property rights and 
contractual agreements may also encourage underground economic 
activities. Measurement of the underground economy is difficult because, by 
definition, its activities are not included in any government records. Its size 
national accounting and labour force statistics. Because the underground 
economy is sensitive to fluctuations in global and national economies, its size 
is subject to change, growing in times of recession, for example, or shrinking 
in response to increased penalties for tax evasion. 
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Motivation of participants 


People work in the underground economy for a variety of reasons. Employers 


may have incentives such as avoiding government fees and licensing 
requirements, labour union involvement, and payment of payroll taxes. Most 
labourers working off the books do so to supplement their mainstream jobs, 
which often provide benefits such as health care and pensions as well as a 
visible source of income if the worker should attract the attention of the 
authorities. This unreported moonlighting is especially prevalent in 
European countries, where holding a second job is often illegal. In the United 


taxes and increase income. 


Some workers in the underground economy have no mainstream jobs. Most 
of these are people who lack the skills, social networks, or documentation 
necessary to obtain jobs in the mainstream economy. The jobs held by these 
people, many of whom are undocumented immigrants, often pay below the 
legal minimum wage and fail to comply with government standards of health 
and safety. Some full-time underground economy workers with marketable 
technical skills choose this type of work because the jobs may pay more than 
mainstream jobs. A third category of workers prefers jobs in the underground 
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economy because of the personal freedom provided by temporary, irregular 


work. 


Ethical issues 


Whether the underground economy is seen as harmful or helpful depends on 
guarantor of fair wages and labour practices see the growth of the 
underground economy as a major threat to social welfare. The nonpayment 
of taxes from this sector reduces money available for social programs, and the 


workers do not enjoy the legal protections afforded to mainstream workers. 
Mainstream companies may complain of unfair competition from 
underground enterprises that do not have to pay taxes or minimum wages. 
Where there is significant underground economic activity, as in construction, 


wage standards of the entire industry may be lowered over a wide region. 
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Most individuals want to minimize their exposure to risk (a phenomenon 
known as risk aversion). The economy as a whole, however, encourages risk- 
Various institutions allow individuals to manage risk, usually by transferring 
it to or pooling it among willing participants. One of the most important 
sectors of the market for risk is the insurance industry, which sells to 
individuals protection from the financial risk of specified unfortunate events, 
such as illness and accidents. 


This article was most recently revised and updated by Robert Lewis. 
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it has become a major channel of 


Upon the death of the insured, the 
beneficiary may choose to accept a 
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lump-sum settlement of the face 

amount of the life insurance policy, receive the proceeds over a given period, 
leave the money with the insurer temporarily and draw interest on it, or use it 
to purchase an annuity that guarantees regular payments for life. 
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The four basic types of life insurance contracts are term life, whole life, 
variable life, and universal life. Under term insurance contracts, a set amount 
of coverage, such as $50,000 or $500,000, is issued for a specified period of 
time. The premiums on such policies tend to increase with age, meaning that 
premium costs will be higher for a 60-year-old than for a 30-year-old. This is 
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the case for new policies as well as renewals of existing policies. Protection 


expires at the end of the period, and there is no cash value remaining. 


Whole life insurance, which runs for the whole of the insured’s life, is 

established with a fixed premium and a fixed payout amount. Most whole life 
contracts also accumulate a cash value that is paid when the contract matures 
or is surrendered; the cash value is less than the policy’s face value. While the 
fixed premiums represent a means of controlling costs in the future, the fixed 


payout offers no opportunity to protect against inflation. 


Variable life insurance is similar to whole life insurance in that the insured 
obtains a fixed-premium life insurance policy that provides for a minimum 
death benefit. It differs, however, in that the insured’s policy holdings are 
allocated to variable investment accounts (i.e., portfolios that invest in 
securities or bonds) that operate much like mutual funds. If the accounts 
perform well, they can provide substantial gains in the value of the insured’s 
policy. If they perform poorly, they can result in a loss. Income from the 
accounts can be used to pay annual premiums or can be added to the value of 


the policy. 


Universal life insurance policies are distinguished by flexible premiums and 
adjustable levels of coverage. Although the coverage is permanent (it does not 
expire, as does term insurance), the value of the policy may vary according to 
the performance of the investments on which it is based. After an initial 
premium is paid by the insured, there may not be any contractually 
scheduled premium payments, provided that the cash value of the policy is 
related expenses or charges incurred by the insurer). An annual report is 
provided to the policyholder that shows the status of the policy, including the 
death benefit, the amount of insurance in force, the cash value and surrender 
value, and any transactions made within the policy during the previous year. 
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Charles Clinton Spaulding, (born 
Aug. 1, 1874, Columbus county, N.C., 
U.S.—died Aug. 1, 1952, Durham, N.C.), 
American business leader who built the 
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Born: Aug. 1, 1874, Columbus county, 
N.C., U.S. 


Died: Aug. 1, 1952, Durham, N.C. 
North Carolina Mutual Life Insurance (aged 78) 


Company into the nation’s largest 


black-owned business by the time of his Sen alelptedicontent= 


death, when it was worth about $40 


million. 


At the age of 20, Spaulding left his father’s farm and moved to Durham, N.C., 
where in 1898 he completed what was equivalent to a high school education 
and became the manager of a black-owned grocery store. In 1899 he was 
hired as a part-time agent by the recently established North Carolina Mutual 
and Provident Association; the following year he was promoted to full-time 
general manager, the company’s only full-time position. Spaulding was an 
early proponent of saturation advertising, inundating local businesses with 


promotional items bearing his company’s name. 


In the first decade of the century the company prospered, establishing 
subsidiaries and supporting a variety of local businesses. Spaulding was 
elevated to vice president in 1908, and then to secretary-treasurer in 1919, 
when the firm officially changed its name to the North Carolina Mutual Life 
several offices along the East Coast. In 1923 Spaulding became president, a 
position he held until his death in 1952. North Carolina Mutual continued to 
grow and to establish more black-operated subsidiaries in the 1920s. 
Spaulding’s financial reorganization of the company insured its survival 


during the economic depression of the 1930s. 
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Rationing, government policy 
consisting of the planned and 
restrictive allocation of scarce 
resources and consumer goods, usually a) 
practiced during times of war, famine, 


or some other national emergency. 


Rationing may be of several types. 


U.S. ration book 


Informal rationing, which precedes the 
imposition of formal controls, may See all media 


consist of admonitions to consumers to 
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independent action taken by suppliers Alfred Thomas, 1st Viscount Rhondda 


according to use prohibits the less See all related content > 
important uses of a commodity. 

Rationing by quantity may limit the 

hours during which the commodity is available or may assign quotas of a 
commodity to all known and approved claimants. Rationing by value limits 
the amount consumers may spend on commodities that cannot be 
standardized, consumers being allowed to make their own selections within 
the value limits imposed. Point rationing assigns a point value to each 
commodity and allocates a certain number of points to each consumer; this 
system is employed during periods of critical and increasing shortages when 
individuals begin substituting unrationed for rationed items, thereby 
spreading shortages. 
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Consumers in a rationed economy are usually exhorted to save by 
purchasing government bonds or by increasing their deposits in savings 
banks so that unspent money will not be used for increased purchases of 
unrationed items or for purchases on the black market. 
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